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Chinese current account imbalance and RMB exchange rate appreciation are the two hot 
topics recently. By the end of 2010, China’s current account surplus were up to be 184.5366 
billion US dollars, more than five times their level of six years earlier. The persistently large 
current account surplus since 1990s, resulting a massive foreign-exchange reserves, which 
were about 2800 billion US dollars by the end of 2010. This elevated China to be number one 
in reserves held in the world, leading to external pressure mounts on China to appreciate its 
domestic currency. During subprime crisis from 2007 to 2009, most countries experience 
economic recession, and trade protectionisms are revivatory. China’s huge current account 
surplus was criticized by the western countries andorganizations frequently, arguing that 
RMB exchange rate should be appreciated to balance its current account. Consequently, this 
paper combines China’s internal and external real economic conditions and circumstances to 
investigate the impact effects of exchange rate on import, export and current account. And 
then use lots of econometric technologies to find out what cause current account imbalance in 
China nicely. 
The dissertation consists of six chapters that can be grouped into three main parts.  
Firstly, as the intertemporal elasticity of substitution between import and domestic 
consumptions is greater than the intraperiod elasticity of substitution in China, it suggests that 
import and domestic consumptions are complements. I Japan and Korea, the intertemporal 
elasticity of substitution between import and domestic consumptions is smaller than the 
intraperiod elasticity of substitution, it suggests that import and domestic consumptions are 
substitutes. However, one should not be too optimisic, as the consumption capability of 
Chinese consumers would depend on a steady increase of th ir average disposable incomes. If 
import consumption contained less luxurious goods compared to domestic consumption, there 
would be no difference between imported and domestically produced goods in China. 
Consequently, intraperiod substitution effects would increase, reducing the degree of 















Secondly, we present an N-country Z-industry L-commodity trade gravity model, and 
introduce intra-industry trade index to capture the rol  of intra-industry trade on the exchange 
rate adjustment effect; then provide the empirical test with the panel cointergration method. 
With the dataset of Chinese exports to 36 countries and regions (including United States, EU 
et.al), during 1995Q1-2009Q3, we find that the intra-industry trade weakens the foreign 
exchange rate adjustment effect on the trade balance, the export sensitivity to RMB exchange 
rates declines as the extent of intra-industry trade increases. As to the total export, the 
elasticity of export to RMB exchange rates drops approximately nine percent. Our findings 
provide a new perspective to explain the foreign exchange rate adjustment puzzle in the open 
macro-economic literature. 
Thirdly, we use BQ-SVAR identification strategy building on the long-run restrictions in 
NOEM, the empirical results show that technology shocks is the determined factor of the 
current account imbalance, but exchange rate shock and monetary shock just account for its 
short run movement. Moreover, RMB exchange rate move ent is mainly explained by the 
real exchange rate shock. Recursive forecasting variance decomposition indicates that the 
conclusions are stable. We conclude that, the dynamic model and approaches based on NOEM 
can effectively capture the driving force of the main macro variables. External demand shocks 
and export-oriented economy is the major cause of current account surplus, however, domestic 
currency appreciation and monetary policies couldn’t be considered as advisable ways to 
balance the current account in China. 
The main innovations in this dissertation can be grouped into three parts as follow. 
Firstly, we first extend the classical permanent-income model by introducing habit 
formation. Our theoretical model will be more realistic and robust to avoid the empirical 
dilemma described by Nishiyama (2005). And then follow Cooley and Ogaki (1991), a 
two-step procedure is used. In the first step, a cointegration approach is used to estimate the 
cointegrating estimators of IES of import and domestic demands. In the second step, the 
estimated parameters derived from the first step ar plugged into an Euler equation, and use 
GMM to estimate the parameters of habit formation of import and domestic demands. Finally, 
we investigate whether import demand crowds out domestic demand in China, Japan and 















of substitution of domestic consumption. 
Secondly, as the traditional exchange rate theory is hard to explain the foreign exchange 
rate adjustment puzzle, this dissertation considers the preference of consumer and then 
introduce intra-industry trade index into the bilater l gravity model. The empirical results 
show that the intra-industry trade weakens the foreign xchange rate adjustment effect on the 
trade balance, the export sensitivity to RMB exchange rates declines as the extent of 
intra-industry trade increases. Our findings provide a new perspective to explain the foreign 
exchange rate adjustment puzzle in the open macro-economic literature. 
Thirdly, we discard traditional static methods and then provide various dynamic 
approaches to analyze the driving force of current account imbalance and RMB exchange rate 
dynamics. We extend the monopolistic competition dynamic model with solid micro- 
foundation in NOEM to analyze the short-run and long-run effect of three shocks on the 
current account and exchange rate. And then use BQ-SVAR, cholesky method and structural 
shocks decomposition to find out what cause current account imbalance in China. 
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